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SUBJECT: Omi bus Tax Measure

DEPARTMENT AMENDMENTS ACCEPTED. Amendments reflect suggestions of previous analysis of hill as
introduced/amended

X AMENDMENTS IMPACT REVENUE. A new revenue estimate is provided.

AMENDMENTSDID NOT RESOLVE THE DEPARTMENT’S CONCERNS stated in the previous analysis of bill as
introduced/amended

X FURTHER AMENDMENTS NECESSARY .
X DEPARTMENT POSITION CHANGED TO _Pending. .

REMAINDER OF PREVIOUS ANALY SISOF BILL ASINTRODUCED/AMENDED STILL APPLIES.
X OTHER - See comments below.

SUMVARY OF BILL

This bill makes various changes to the incone and franchise tax |aws, including:

1. Econom c Devel opnent Areas: Under the Government Code, this bill would nodify
t he designation period and size of enterprise zones that neet specific
criteria and woul d provide that Trade and Conmmerce Agency (TCA) may audit
enterprise zone prograns and determne a result of superior, pass, or fail and
may dedesignate failing prograns. Under the Revenue and Taxation Code, this
bill would (A) nodify the income apportionnment rules for nobst econonic
devel opnent area tax incentives, (B) change the criteria in the targeted tax
area hiring credit definition of “qualified enployee," and (C) expand the
definition of qualified property for the enterprise zone sales or use tax

credit.

2. Research Expenses Credit. This bill would revise the state alternative
incremental credit by nodifying the formula to 80% of the federal alternative
increnental credit formula. Also, this bill would technically correct a

reference in the state research expenses credit to a federal code section.

3. Enployer Child Care Credits. This bill would extend the sunset date of the
Enpl oyer Child Care Program and the Enployer Child Care Contribution credits
fromtaxable or incone years begi nning before January 1, 1998, to years
begi nni ng before January 1, 2003.

4. Manufacturer's Investnment Credit. This bill would extend the Manufacturers’
Investnent Credit (MC) to manufacturers of custom or prepackaged conputer
software (involved in activities described in Standard I ndustri al
Classification (SIC) codes 7371 to 7373).
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5. Sel f-Enpl oyed Health Insurance. This bill would increase the deductible
percent age of self-enployed health insurance costs from25%to 40%

6. M ninmum Franchi se Tax. For incone years beginning on or after January 1
1999, this bill would reduce the m ninmumfranchise tax for qualified new
corporations, as defined, from $600 to $300 for the first incone year and to
$500 for the second incone year. 1In addition, this bill provides a
| egislative declaration regarding the inportant role that small businesses
fulfill in California and stating that the m ninumfranchi se tax and second
year prepaynents are costly and unjustified burdens.

This bill also woul d make changes to the state's sales tax and estate tax | aws.
This analysis will discuss only those provisions that would inpact the
department's prograns. Except the discussions inmediately bel ow, which apply to
all issues, each issue will be discussed separately in this anal ysis.

SUMVARY OF AMENDMENT

The August 10, 1998, anendnents entirely replaced the bill’s provisions relating
to vehicle license fees with the provisions discussed in this anal ysis.

EFFECTI VE DATE

This bill's provisions would becone effective imediately as an urgency statute
and generally would apply to taxable or income years begi nning on or after
January 1, 1998. The sel f-enployed health insurance and m ni mum franchi se tax
provi sions would apply to taxable or inconme years beginning on or after January
1, 1999. However, this bill specifies that if Proposition 7 of the Novenber 3,
1998, general election is approved by the voters, this bill will be deened to
have been inoperative fromthe effective date of the bill.

| MPLEMENTATI ON CONSI DERATI ON

In addition to any issue-specific inplenmentation considerations, which are
di scussed separately in this analysis, the interaction between this bill and
Proposition 7 raise the follow ng inplenmentati on considerations:

Cenerally, the department conpletes the devel opnment of forns and instructions by
each Cctober, at which time the designs are sent to the state printing office.
This timng is integral in nmeeting the departnent's goals of providing fornms and

instructions to taxpayers no |later than the follow ng January. |If this bil
beconmes | aw i n August or Septenber, the departnment would need to develop forns
and instructions that include this bill's provisions. However, because the

departnment's deadline for conpletion of forns devel opnment occurs before the date
the general election is held, the departnment al so would need to devel op forns and
instructions that do not include this bill's provisions in preparation for the
potential passage of Proposition 7 on Novenmber 3, 1998. Also, to avoid printing
two full sets of forns and instructions, the departnent woul d need to del ay
sending the forns and instructions designs to the state printing office until
after the Novenber el ection

Further, the departnent generally begins updating the electronic information
systens inmmedi ately after bills are enacted into |aw to provide enough tinme to
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compl ete and thoroughly test the new program changes before any tax returns are
filed. Because this bill's provisions nmay be nmade inoperative in Novenber by the
passage of Proposition 7, the departnment would need to delay updating the

el ectronic information systens until after the general election. This delay
woul d di mi nish the departnment's ability to properly test the new progranms before
tax returns are filed.

DEPARTMENTAL COSTS

In addition to any issue-specific costs, which are discussed separately in this
anal ysis, the interaction between this bill and Proposition 7 raise the follow ng
departnental costs:

This bill would result in mniml costs to develop alternate forns and
instructions. In addition, this bill would result in mninal costs as a result
of delay in providing the fornms and instructions to the state printing office.
Further, this bill potentially would result in mninml costs associated with

i nformati on system programerrors that may not be corrected prior to the tine
taxpayers file their returns.

REVENUE ESTI MATE

Based on data and assunptions di scussed bel ow, revenue |osses fromthis bill are
estimated to be as foll ows:

Esti mat ed Revenue | npact of AB 2798
Amended August 10, 1998
(In $M I 1ions)

1998/99 | 1999/ 00 | 2000/ 01
1. | Econom c Devel opnent Areas ($3) ($3) ($3)
2. | Research Expenses Credit ($15) ($18) ($20)
3. | Enployer Child Care Credits ($10) ($11) ($13)
4. | Manuf acturer's Investnment Credit ($6) ($7) ($8)
5. | Sel f- Enpl oyed Heal th I nsurance * (%$12) ($14)
6. | M ni mum Franchi se Tax (%4) ($11) ($11)

Note: * = No revenue effect

Thi s anal ysis does not consider the possible changes in enploynent, personal
i ncone, or gross state product that could result fromthis mnmeasure.

BOARD POSI TI ON

Pendi ng.

| SSUE #1: Econoni c Devel opnent Areas

EFFECTI VE DATE

Except as discussed on page two of this analysis, the changes nade to the Revenue
and Taxation Code woul d apply to taxable or inconme years begi nning on or after
January 1, 1998. The CGovernnent Code provi sions would be effective upon enact nment
of the bill, except as provided on page two.
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LEG SLATI VE H STORY

AB 1937, AB 2205, AB 2809, SB 1814, SB 2234 (1998); AB 3, AB 69, AB 82, AB 638,
AB 809, AB 1217 (Stats. 1997, Ch. 602), SB 200 (Stats. 1997, Ch. 609), SB 635, SB
965 (Stats. 1997, Ch. 603); AB 2456 (1996), AB 296 (Stats. 1996, Ch. 953), SB 715
(Stats. 1996, Ch. 952), SB 2023 (Stats. 1996, Ch. 955): SB 712 (Stats. 1995,

Ch. 494); AB 2206 (Stats. 1994, Ch. 853), SB 1438 (Stats. 1994, Ch. 754),

SB 1770 (Stats. 1994, Ch. 755).

PROGRAM HI STORY/ BACKGROUND

California has five types of econom c devel opnent areas that have simlar tax
i ncentives:

Ent erpri se Zones,

Los Angel es Revitalization Zone (LARZ),

Local Agency MIlitary Base Recovery Areas (LAMBRA)
Targeted Tax Area (TTA), and

Manuf act uri ng Enhancenent Areas (MEA).

The follow ng table shows the incentives available to each of the economc
devel opnent areas.

Types of Incentives EZ LARZ LAVBRA TTA VEA
Sal es or Use Tax Credit X X X X

Hring Credit X X X X X
Construction Hiring Credit X

Enpl oyee Wage Credit X

Busi ness Expense Deduction X X X X

Net | nterest Deduction X X

Net Operating Loss X X X X

* NOTE: the LARZ expires Decenber 1, 1998.

SPECI FI C FI NDI NGS

Under the Governnent Code, existing state |aw provides for the designation of
enterprise zones, the Los Angeles Revitalization Zone (LARZ), Local Agency
Mlitary Base Recovery Areas (LAMBRA), a Targeted Tax Area (TTA), and
Manuf act uri ng Enhancenent Areas (MEA). Using specified criteria, the TCA

desi gnat es these econom c devel opnent areas fromthe applications (maps in the
case of the LARZ) received fromthe governing bodies. Enterprise zones are
desi gnated for 15 years and TCA has designated the 39 enterprise zones authorized
under existing law. The LARZ was designated in 1992 and is binding for five
years. Five LAMBRA designations are authorized, one fromeach of the five
regions (as specified) of the state. Currently, TCA has designated two of the
five LAMBRAs authorized under existing | aw and the other three areas have
received conditional designation. Each LAVBRA designation is binding for eight
years. The TTA and MEAs were authorized in 1997 and are binding for 15 years
begi nni ng January 1, 1998.

Under the Revenue and Taxation Code, existing state |aw provi des special tax
incentives for taxpayers conducting business activities within economc
devel opnent areas. These incentives include a sales or use tax credit, hiring
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credit, business expense deduction, and special net operating |oss treatnent.
Two additional incentives include a net interest deduction for businesses that
make | oans to businesses within the econom c devel opnent areas and a tax credit
for enpl oyees working in an enterprise zone.

Under the Governnment Code, this bill would (1) extend the designation period of
each enterprise zone that was designated before 1990 from 15 to 20 years if
certain criteria are nmet; (2) allow for geographic expansion of 20% (rather than
15% of any enterprise zone that is no greater than 13 square mles; (3) provide
that TCA may audit enterprise zone prograns and determne a result of superior,
pass, or fail, and may dedesignate failing prograns, and (4) provide that TCA
coul d designate additional enterprise zones upon the expiration of existing ones
to maintain a total of 39. This bill specifies that any business |located in a
dedesi gnated zone that has elected to avail itself of any state tax incentive for
any taxable or income year prior to dedesignation nmay continue to avail itself of
those tax incentives for a period equal to the remaining life of the enterprise
zone, provided the business otherwise is still eligible for those incentives.
Further, this bill states that a dedesi gnated enterprise zone is no | onger a zone
for designation purposes.

Under the Revenue and Taxation Code, this bill woul d:

1. Modify the inconme apportionnment rules for nost econonic devel opnent area tax
incentives to a two-factor formula using a denom nator of California sourced
i ncone instead of worldw de income. This bill would not change the
apportionment formula for the LAVMBRA sales or use tax credit or hiring credit,
t hereby unintentionally providing two different apportionment formulas for
LAMBRA t axpayers.

2. Expand the definition of qualified property for the enterprise zone sales or
use tax credit to include data processing and conmmuni cati on equi pnent and
noti on pi cture manufacturing equi prent.

3. Technically change the criteria in the targeted tax area hiring credit
definition of “qualified enployee” to include an individual who is a nenber of
a targeted group under the federal work opportunity credit instead of the
expired federal Targeted Jobs Tax Credit Program

4. Make nonsubstantive technical changes.

| npl ement ati on Consi derati ons

Except as discussed on pages two and three of this analysis, inplenenting
this provision generally would occur during the departnment’s nornmal annual
system update. However, the provision | eaves uncl ear whet her taxpayers
engaged in business operations in an area that has been dedesi gnated, and
thus is no longer an enterprise zone, could continue to earn new tax

i ncentives because the Revenue and Taxation Code provisions specifically
provide that, to be eligible for the incentives, the taxpayer nust be
operating in an enterprise zone.
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FI SCAL | MPACT

Depart nental Costs

Except as discussed on page three of this analysis, this provision would not
significantly inpact the department’s costs.

Tax Revenue Esti mate

The revenue inpact of this provision is estimated to be:

Effective on or after January 1, 1998
($ In MIIlions)
1998-9 1999-0 2000-1 2001-2
($3) ($3) ($3) ($3)

Thi s anal ysis does not consider the possible changes in enploynent, personal
i ncone, or gross state product that could result fromthis measure.

Tax Revenue Di scussion

Extend enterprise zones to 20 years (rather than 15). The depart nent
historically has interpreted the Governnent Code provision limting the
nunber of enterprise zone designations to 39 as providing that once the
desi gnati ons expire, no new designations nay be nmade w thout further

| egislation. The departnent's revenue estimates of bills that woul d extend
the length or expand the nunber of enterprise zone designations have
reflected the departnment's interpretation of that Governnment Code provi sion.
However, this Government Code provision has been interpreted by TCA and
others as providing that a total of 39 enterprise zones may continue to
exi st beyond the expiration of the statutorily provided designation periods
and this bill statutorily clarifies that intent. Thus, once one enterprise
desi gnati on expires, TCA may designate another enterprise zone, to maintain
a total of 39. This revenue estimate reflects this interpretation.

Expand enterprise zones up to 20%in size. The inpact for the expansion of
the area of an enterprise zone by 20%rather than 15%is estimated to be
$500, 000 annual ly.

Expand enterprise zone definition of qualified property. Including data
processi ng and conmuni cati on equi prent and notion picture manufacturing

equi pnent for the sales or use tax credit is estimated to be on the order of
$500, 000 annual ly.

Modi fy i ncome apportionnent forrmula. The inpact of a two-factor
apportionnment formula for econonm c devel opnment area tax incentives depends
on the ratio of the taxpayer’'s sales factor to the sumof the taxpayer’s
property and payroll factors. |If the sales factor is |less than 50% of the
sum of the property and payroll factors, the taxpayer woul d have greater
incone attributable to the area under the proposed changes, and thus be able
to use a greater anpunt of econom c devel opnent area credits or net
operating | oss deduction. Conversely, if the sales factor were greater than
50% of the sum of the property and payroll factors, the taxpayer would be

di sadvant aged. Based on the results of a prior special sanple for corporate
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taxpayers in the LARZ, net revenue | osses are expected due to | ower sales
factors relative to conbined property and payroll factors. The order of
magni tude | oss for a two-factor apportionnment formula for econonic

devel opnent area tax incentives is projected at $1 mllion annually.

Additionally, changing fromworldw de to California sourced incone in the
denom nat or of the apportionnent forrmula for all econonm c devel opnent area
tax incentives is projected to be annual revenue |losses of $1 nmillion. The
combi ned | oss fromthese two apportionnment formula changes is estimated to
be $2 million annually.

Dedesi gnate enterprise zones that do not nmeet criteria and desi gnate new
enterprise zones. Any revenue effect for this provision would not occur
until an enterprise zone is revoked and replaced by a new enterprise zone.
Because this bill would deem a dedesi gnated enterprise zone no | onger to be
an enterprise zone, TCA could designate a new enterprise to maintain a tota
of 39. Thus, taxpayers in the dedesignated zone would continue to receive
tax incentives after the new enterprise zone has been designated. The
revenue i npact of dedesignation and of the continuation of tax benefits
after dedesignation is unknown as it would depend on relative tax benefits,
prior enterprise zones versus new enterprise zones.

| SSUE #2: Research Expenses Credit

EFFECTI VE DATE

Except as provided on page two of this analysis, this provision would apply to
taxabl e and i ncone years beginning on or after January 1, 1998.

LEG SLATI VE H STORY

AB 1042 (Stats. 1997, Ch. 613), SB 455 (Stats. 1997, Ch. 611), AB 1067, AB 1499
(1997); AB 3408 (1996), SB 38 (Stats. 1996, Ch. 954); AB 365, AB 397, AB 917, SB
681 (1995); AB 2407 (Stats. 1994, Ch. 949); AB 1824, AB 1893, AB 1911 (1993), SB
671 (Stats. 1993, Ch. 881); SB 1853, AB 2508 (1992); AB 274 (Stats. 1990,

Ch. 452); AB 802 (Stats. 1989, Ch. 1352); AB 2130 (Stats. 1988, Ch. 11); AB 53
(Stats. 1987, Ch. 1138).

PROGRAM HI STORY/ BACKGROUND

Senate Bill 455 (Stats. 1997, Ch. 611) generally confornmed California |law to
federal |law. However, for purposes of the research credit, SB 455 provi ded that
for 1997 taxable or incone years, the 1997 changes to the federal research credit
do not apply for state purposes.

Assenbly Bill 1042 (Stats. 1997, Ch. 613) confornmed the California research
credit to the 1997 changes to the federal research credit, but reduced the
alternative incremental credit by an 11:20 ratio and specified that the changes
apply beginning with the 1998 taxable or incone years.

However, AB 1042, enacted after SB 455, chaptered out and thus elimnated the
SB 455 provisions that would have nmade the 1997 federal changes not apply for
state purposes for 1997. As a result, state lawis fully conforned to the
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federal alternative increnmental credit anmounts and any ot her 1997 federal changes
for 1997 taxable or incone years only. For 1998 taxable or incone years and
thereafter, the state alternative increnental credit anpbunts are a relative
percentage of the federal alternative increnmental credit amounts (using the ratio
that exists in current |aw between the federal (20% and state (11% research tax
credits).

SPECI FI C FI NDI NGS

Exi sting federal |aw provides for a research tax credit equal to 20% of the
anount by which a taxpayer's qualified research expenditures for a taxable year
exceed its base amount for that year

A 20% research tax credit also applies to the excess of (1) 100% of corporate
cash expenditures (including grants or contributions) paid for basic research
conducted by universities (and certain nonprofit scientific research

organi zations) over (2) the sumof (a) the greater of two m ni mum basic research
floors plus (b) an anmpbunt reflecting any decrease in nonresearch giving to
universities by the corporation as conpared to such giving during a fixed-base
period, as adjusted for inflation. This separate credit conputation is comonly
referred to as the “university basic research credit.”

Except for certain university basic research paynents made by corporations, the
research tax credit applies only to the extent that the taxpayer's qualified
research expenditures for the current taxable year exceed its base amount. The
base anobunt for the current year generally is conputed by rmultiplying the
taxpayer's “fixed-base percentage” by the average anobunt of the taxpayer's gross
receipts for the four preceding years. |If a taxpayer both incurred qualified
research expenditures and had gross receipts during each of at |east three years
from 1984 through 1988, then its “fixed-base percentage” is the ratio that its
total qualified research expenditures for the 1984-1988 period bears to its total
gross receipts for that period (subject to a maximumratio of .16). Al other

t axpayers, including any firmthat had both gross receipts and qualified research
expenses in the first taxable year beginning after 1983 (so-called “start-up
firms”), are assigned a fixed-base percentage of 3%

In computing the credit, a taxpayer's base anmount may not be less than 50%of its
current-year qualified research expenditures. To prevent artificial increases in
research expenditures by shifting expenditures anong commonly-controlled or
otherwise related entities, a special aggregation rule provides that all nenbers
of the sane controlled group of corporations are treated as a single taxpayer
Special rules apply for conmputing the credit when a major portion of a business
changes hands, under which qualified research expenditures and gross receipts for
periods prior to the change of ownership of a trade or business are treated as
transferred with the trade or business that gave rise to those expenditures and
recei pts for purposes of reconputing a taxpayer's fixed-base percentage.

Taxpayers are allowed to elect an alternative increnental research credit regine.
If a taxpayer elects to be subject to this alternative regine, the taxpayer is
assigned a three-tiered fixed-base percentage (that is |lower than the fixed-base
percent age ot herwi se allowable) and the credit rate |likew se is reduced. Under
the alternative credit regine, a credit rate of 1.65% applies to the extent that
a taxpayer's current-year research expenses exceed a base anmount conputed by
using a fixed-base percentage of 1% (i.e., the base ambunt equals 1% of the
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t axpayer's average gross receipts for the four preceding years) but do not exceed
a base ampbunt conputed by using a fixed-base percentage of 1.5% A credit rate
of 2.2% applies to the extent that a taxpayer's current-year research expenses
exceed a base anmount conmputed by using a fixed-base percentage of 1.5% but do not
exceed a base anount conmputed by using a fixed-base percentage of 2% A credit
rate of 2. 75% applies to the extent that a taxpayer's current-year research
expenses exceed a base anpbunt conputed by using a fixed-base percentage of 2%
Taxpayers are permitted to elect the alternative incremental research credit
reginme for any taxable year beginning after June 30, 1996, and such election wll
apply to that taxable year and all subsequent taxable years unless revoked wth

t he consent of the Secretary of the Treasury.

Qualified research expenditures eligible for the research tax credit consist of:
(1) “in-house” expenses of the taxpayer for wages and supplies attributable to
qgualified research; (2) certain time-sharing costs for conmputer use in qualified
research; (3) 65% of amounts paid by the taxpayer for qualified research
conducted on the taxpayer's behalf (so-called "contract research expenses"); and
(4) 75% of anounts paid to a research consortiumfor qualified research if the
research consortiumis a tax-exenpt organization and i s organi zed and operat ed
primarily to conduct scientific research, and the qualified research is conducted
by the consortiumon behalf of the taxpayer and one or nore persons not rel ated
to the taxpayer.

To be eligible for the credit, the research nmust not only satisfy the existing
research expenses deduction requirenents but nust be undertaken for the purpose
of discovering information that is technological in nature, the application of
which is intended to be useful in the devel opnent of a new or inproved business
component of the taxpayer, and nust pertain to functional aspects, perfornmance,
reliability, or quality of a business conponent. Research does not qualify for
the credit if substantially all of the activities relate to style, taste,
cosnetic, or seasonal design factors. 1In addition, research does not qualify for
the credit if conducted after the beginning of commrercial production of the

busi ness conponent, if related to the adaptati on of an existing business
component to a particular custoner's requirenments, if related to the duplication
of an existing business conponent from a physical exam nation of the conponent
itself or certain other information, or if related to certain efficiency surveys,
mar ket research or devel opnent, or routine quality control

Expenditures attributable to research that is conducted outside the United States
do not enter into the credit conputation. |In addition, the credit is not
avai l able for research in the social sciences, arts, or hunanities, nor is it
avail able for research to the extent funded by any grant, contract, or otherw se
by anot her person (or governnental entity).

Exi sting state | aw conforns with specific nodifications to the federal research
credit, as foll ows:

For corporate taxpayers engaged in specified bi opharmaceutical research and

bi ot ech research and devel opnent, the definition of “qualified organization”

i ncl udes hospitals run by public universities and certain cancer centers.
“Basi c research” nust be conducted in California to qualify for the California
credit.

Research that has a specific comercial objective may qualify as “basic
research.”
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The credit percentage is 11%for qualified research and 24% for corporations
for “basic research.” To duplicate the federal provision that allows the
credit for “basic research” paynents only to corporate taxpayers, the Bank and
Cor poration Tax Law (B&CTL) allows the credit based on “qualified research”
expenses and “basic research” paynents, while the Personal |ncome Tax Law
(PITL) allows the credit only for “qualified research” expenses.

The state alternative increnmental credit anmount is a relative percentage of
the federal alternative increnmental credit amount using the ratio that exists
in current |aw between the federal (20% and state (11% research tax credits.
California taxpayers may make the alternative increnmental credit election at
any one time, instead of having a wi ndow period for making the el ection that
is conparable to the federal credit. Also, a taxpayer's federal election is
not binding for state purposes.

The state definition of “gross receipts” for purposes of the credit differs
fromthat used in the federal credit.

The term nati on dates provided under federal |aw do not apply to state | aw
The California research credit is allowed indefinitely for taxable and incone
years beginning on or after January 1, 1987.

This bill would revise the state alternative increnmental credit by nodifying the
formula to 80% of the federal alternative increnental credit fornula.

This bill also would specify that “qualified research expense” woul d not include
any anmount paid or incurred for tangi ble personal property that is eligible for
the sales tax exenption provided under Section 6378 of the Revenue and Taxati on
Code (relating to property wused in teleproduction and postproduction services).

In addition, this bill would technically correct a reference in the state
research expenses credit to a federal code section

| npl ement ati on Consi derati ons

Except as discussed on pages two and three of this analysis, inplenenting
this provision would occur during the department’s normal annual system
updat e.

FI SCAL | MPACT

Depart nental Costs

Except as discussed on page three of this analysis, this provision would not
significantly inpact the department’s costs.

Tax Revenue Esti mate

The revenue inpact of this provision is estimated to be:

Effective on or after January 1, 1998
($ In MIIlions)
1998-9 1999-0 2000-1 2001-2
($15) ($18) ($20) ($17)
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Tax Revenue Di scussion

The revenue i npact above was estimated as follows. First, the revenue |oss
resulting fromthe alternative increnmental credit under existing B&CTL was
estimated for 1994 using the departnent's bank and corporation tax sanples
as well as other corporate financial data. Next, the revenue |oss resulting
fromthe alternative increnental credit under the proposed higher credit
rates was estimated. The differences were the bank and corporation tax
revenue i npact of the proposed bill based on 1994 data. Future revenue

| osses were extrapol ated using the Departnent of Finance projected annual
growth rates of corporate profits. Finally, the revenue inpact under the
PITL was assunmed to be equal to 1% of the bank and corporation tax inpact
and was added to the corporate inpact.

| SSUE #3: Enpl oyer Child Care Credits

EFFECTI VE DATE

Except as provided on page two of this analysis, this provision would apply to
t axabl e and i ncome years beginning on or after January 1, 1998.

LEG SLATI VE H STORY

SB 722 (Stats. 1988, Ch. 1239); AB 802 (Stats. 1989, Ch. 1352); SB 227 (Stats.
1991, Ch. 476); SB 1863 (Stats. 1992, Ch. 816); AB 2688 (1994); AB 3144 (Stats.
1994, Ch. 748); AB 642 (1997).

PROGRAM HI STORY/ BACKGROUND

Two enpl oyer child care credits were created by SB 722 (Stats. 1988, Ch. 1239)
each with a sunset date of January 1, 1992, that |later was extended to January 1
1998. The Enployer Child Care Programcredit was for 30% of the costs of
starting a child-care programor facility. The Child Care Contribution credit
varied in anmobunt based on whether contributions were to a full- or part-tine
qgualified care plan for dependents of enpl oyees.

Over tinme, these credits have been anmended to change certain definitions, the
eligible age of the dependent of the taxpayer’s enployee, the percentage of the
costs paid or incurred that qualify for the credit, and the anmounts of the
credits.

SPECI FI C FI NDI NGS

Exi sting state | aw all ows enployers a tax credit, known as the Enployer Child
Care Program Credit, equal to 30% of the cost paid or incurred for (1)
establishing a child care programor constructing a child care facility in
California to be used by their enployees' children and (2) contributing to child
care information and referral services. Building owers also are allowed a
credit equal to 30% of their costs to establish a child care programor facility
to be used by their tenants' enployees' children. The amount of the credit is
limted to $50,000, even if 30% of the taxpayer's expenses exceeds $50, 000, but
to the extent that the allowed credit cannot be used, a credit carryover is
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permtted. The carried-over anmount nmay be added to any credit for that

succeedi ng year, which is still limted to $50, 000.

Exi sting state | aw all ows enployers a tax credit, known as the Enployer Child
Care Contribution Credit, equal to 30% of the cost paid or incurred for
contributions to a qualified care plan nade on behal f of any dependent under the
age of 12 of the taxpayer's California enployee, but only to the extent
contributions are nade directly to child care prograns or providers. The anount

of the credit cannot exceed $360 in any year for each qualified dependent.

These credits are avail able for taxable or
January 1, 1995,
exhaust ed.

i ncone years beginning on or after
and before January 1, 1998, and rmay be carried over until

This bill would extend the sunset date of both the Enpl oyer Child Care Program
Credit and the Enployer Child Care Contribution Credit to taxable or incone years
begi nni ng before January 1, 2003, and extend the repeal date to Decenber 1, 2003.

| npl ement ati on Consi derati ons

Except as discussed on pages two and three of this analysis,
this provision would occur during the departnment’s normnal
updat e.

i mpl emrenti ng
annual system

FI SCAL | MPACT

Depart nental Costs

Except as discussed on page three of this anal ysis,
significantly inpact the department’s costs.

this provision wuld not

Tax Revenue Esti mate

Revenue | osses for these provisions are estimated as foll ows:

Effective on or after January 1, 1998
($ In MIIlions)
1998-9 1999-0 | 2000-1 | 2001-2
Bank & Corporation Tax ($9) ($10) ($12) ($14)
Personal |ncone Tax ($1) ($1) ($1) ($1)
Tot al ($10) ($11) ($13) ($15)

Thi s anal ysis does not consider the possible changes in enploynent,
i ncone, or gross state product that could result fromthis nmeasure.

per sonal

Tax Revenue Di scussi on

Revenue | osses under the Personal |ncone Tax and the Bank and Corporation
Tax Laws woul d depend on the nunmber of taxpayers who contribute and the
anmount of contributions nade to a qualified plan.

Actual tax data for 1995 taxabl e/incone year indicate that there were $7
mllion in applied credits (excluding prior year carryovers).
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| SSUE #4: Manufacturer's |Investnent Credit

EFFECTI VE DATE

Except as discussed on page two of this analysis, this provision would apply to
taxabl e and i ncone years beginning on or after January 1, 1998. |In addition, the
bill would specify that, for taxpayers engaged in activities described in SIC
codes 7371 to 7373, qualified costs for purposes of the MC would not include any
costs paid before January 1, 1998, that are associated with a binding contract in
exi stence on or prior to January 1, 1998.

LEG SLATI VE H STORY

SB 671 (Stats. 1993, Ch. 881); SB 676 (Stats. 1994, Ch. 748); AB 2661 (1995/ 96);
SB 38 (Stats. 1996, Ch 954.): SB 1106 (Stats. 1997, Ch. 604); AB 1063 (1997/98);
AB 2441 (1997/98).

SPECI FI C FI NDI NGS

Exi sting state | aw all ows taxpayers to use various credits against tax. The MC
allows qualified taxpayers a credit equal to 6% of the anobunt paid or incurred
after January 1, 1994, for qualified property that is placed in service in

Cal i fornia.

For purposes of the MC, a qualified taxpayer is any taxpayer engaged in
manuf acturing activities described in specified codes in the SIC Manual .
Qualified property is any of the foll ow ng:

1. Tangible personal property that is defined in Section 1245(a) of the Internal
Revenue Code and used primarily:

for manufacturing, processing, refining, fabricating or recycling of
property;

for research and devel opnent;

for the mai ntenance, repair, measurenent, or testing of otherw se
qual i fied property; or

for pollution control which neets or exceeds state or |ocal standards.

2. The value of any capitalized | abor costs directly allocable to the
construction or nodification of the property listed in #1 above or for
speci al purpose buildings and foundations listed in #3 bel ow

3. Special purpose buildings and foundations that are an integral part of
manuf acturing, refining, processing or fabricating, or research and storage
facilities that are part of the process, which are used by qualified persons
perform ng manufacturing activities described in specific codes relating to
comput er, accounting, and office machines, electronic equi prent and
accessories, biotech or biopharmaceutical activities, sem conductor equipnent
manuf acturing activities and certain aerospace manufacturing activities.

The M C explicitly excludes certain types of property fromthe definition of
qual i fied property, including equipnent used in the extraction process,
furniture, facilities used for warehousing purposes after conpletion of the
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manuf act uri ng process, inventory, equipnment used to store finished products that
have conpl eted the manufacturing process, and tangi bl e personal property used in
adm ni stration, general nmnanagenent, or marketing.

The M C provides a variety of special rules for costs paid pursuant to a binding
contract and | eased property. The credit may be carried over until exhausted,
for a maxi mum of eight years. For small businesses, this carryover period is
extended to ten years. The taxpayer nust recapture any credit previously all owed
if the property is renoved from California, disposed of to an unrelated party or
converted to an unauthorized use within one year fromthe date the property is
first placed in service in California.

The M C will becone inoperative on January 1, 2001, or on the January 1 of the
earliest year after 2001 if the total enploynent in manufacturing in this state
does not exceed by 100,000 jobs the total enploynent in manufacturing in this
state on January 1, 1994. The Enpl oynent Devel opnent Departnent (EDD) is
required to report to the Legislature annually on this determnation

Certain “new busi nesses” (as defined) may claiman exenption fromsal es and use
tax instead of this tax credit. The existing sales and use tax |law also allows a
taxpayer to claima refund for the sales or use tax that was paid on the purchase
of qualified property rather than claimng the MC.

This bill would include specified |ines of business relating to conputer
progranm ng and conputer software in the definition of “qualified taxpayer” under
the MC. These activities are described in SIC Codes 7371 (Conputer Programm ng
Services), 7372 (Prepackaged Software) and 7373 (Conputer |ntegrated Systens

Desi gn) .

This bill also would include in the definition of “qualified property” under the
M C conputers and computer peripheral equi pment (as defined in I RC Section
168(i)(2)(B)) that is used in computer businesses described in SIC Codes 7371 to
7373 primarily for the devel opnment and manufacture of prepackaged software or
custom software prepared to the special order of the purchaser who uses the
programto produce and sell or license copies of the program as prepackaged
software. The value of any capitalized |abor costs directly allocable to the
construction or nodification of such property also would be included in
“qualified property.” Qualified property for taxpayers involved in conputer

busi nesses described in SIC Codes 7371 to 7373 would not include any Section
1245(a) (3) (A) tangi bl e personal property (e.g., shrink wap machines, fork lifts,
etc.) other than conputers and conputer peripheral equipnent.

| npl enent ati on Consi derati ons

Except as discussed on pages two and three of this analysis, inplenenting
this provision would occur during the department’s normal annual system
updat e.

FI SCAL | MPACT

Depart nental Costs

Except as discussed on page three of this analysis, this provision would not
significantly inpact the departnment’s costs.
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Tax Revenue Esti mate

This bill is estimated to inpact personal inconme tax and bank and
corporation tax revenues as shown in the foll ow ng table.

Effective on or after January 1, 1998
($ In MIIlions)
1998- 99 1999- 00 2000-01 2001-02
($6) ($7) ($8) ($9)

This estimte does not consider the possible changes in enploynent, personal
i ncone, or gross state product that could result fromthis provision

Tax Revenue Di scussi on

The revenue inpact for this provision would be determ ned by the |evel of
qualified costs and the amount of credits applied agai nst avail able tax
liabilities.

This estimte was developed in the follow ng steps. The anount of qualified
costs was estimated fromnational data (U S. Departnment of Commerce) for SIC
Code 737. That anmount was adjusted, using sales receipt data, to provide a
proxy for the portion of overall U S. investnent that may reasonably be
assumed to be accounted for by activities in SIC Codes 7371, 7372 and 7373.
The next step was to estimate the portion of national investnent that woul d
occur in California. California s share of the total was obtained by
adjusting the U S. capital expenditure figure by the ratio of California s
enpl oynment over U.S. enploynent in SIC Codes 7371, 7372 and 7373. The
qgual i fied expenditures for 1993 were grown to approximate |evels for 1998
adj usted by capitalized | abor costs. This figure was adjusted downward to
reflect the amendments which limt the credit to prepackaged software
production. The final step was to estimate the amount of credit that would
be used. This was acconplished using a microsimulation nodel of tax returns
fromprior years.

| SSUE #5: Sel f-Enpl oyed Heal th | nsurance

EFFECTI VE DATE

Except as discussed on page two of this analysis, this provision wuuld apply to
taxabl e years begi nning on or after January 1, 1999.

LEG SLATI VE H STORY

SB 1928, AB 2107, AB 2131 (1998); AB 230, AB 305, AB 1364 (1997).

SPECI FI C FI NDI NGS

Existing federal law (effective for 1998) provides a deduction of 45%of a self-
enpl oyed individual s cost for health insurance for purposes of determ ning
adj usted gross income (Ad). Federal law allows the deductible percentage to
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increase increnentally to 100% beginning in the year 2007. The percentage is
i ncreased as follows:

o 45%in 1998 and 1999,

= 50%in 2000 and 2001

= 60%in 2002,

s 80%in 2003 through 2005,

o 90% in 2006, and

@ 100% in 2007 and thereafter.

Under existing state |aw, for taxable years beginning in 1997, the deductible
percentage for self-enployed health insurance costs for the purposes of
determning A is 40% For taxable years beginning on or after January 1, 1998,
the California percentage reverts to the pre-1997 percentage of 25% However, AB
2797 (Stats. 1998, Ch. 322) extended the 40% deduction for one year

Under both federal and state law, the cost of health insurance incurred by a
sel f-enpl oyed i ndividual that is not deductible in determ ning adjusted gross
incone (AG) may be taken as an item zed nedi cal deduction. |Item zed nedical
deductions are limted to the anbunt that exceeds 7.5% of the taxpayer’'s Ad.

Additionally, under both federal and state |law, health insurance costs include
prem uns paid for health insurance of the taxpayer and the taxpayer’'s spouse and
dependents. A deduction for self-enployed insurance costs is not allowed if the
t axpayer or taxpayer’'s spouse is eligible to participate in any enpl oyer
subsi di zed health plan. The deduction is limted to the extent of the taxpayer’s
federal earned incone fromthe business fromwhich the health coverage was

est abl i shed.

This bill would allow as a state deduction 40% of the cost of health insurance
incurred by a self-enployed individual in the conputation of adjusted gross
i ncone.

| npl enent ati on Consi derati ons

Except as discussed on pages two and three of this analysis, inplenenting
this provision would occur during the department’s normal annual system
updat e.

FI SCAL | MPACT

Depart nental Costs

Except as discussed on page three of this analysis, this provision would not
significantly inpact the departnment’s costs.

Tax Revenue Esti mate

The revenue | osses fromthis provision are estimated to be as shown in the
foll owing table.
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Effective on or after January 1, 1999
($ In MIIlions)
1998-9 1999-0 2000-01 2001-02
(*) ($12) ($14) ($16)
Note: * = No revenue effect

Thi s anal ysis does not consider the possible changes in enpl oynent, personal
i ncone, or gross state product that could result fromthis nmeasure.

Revenue Di scussi on

The revenue inpact of this provision will be determ ned by the nunber of
sel f-enpl oyed i ndi vidual s who cl ai m addi ti onal insurance deductions, and the
average marginal tax rate applicable to the deduction anounts.

This estimate was developed in the followi ng steps. First, the nunber of
California resident taxpayers who currently claimthe self-enpl oyed

i nsurance deduction was calculated fromreturns filed for 1995 (425, 000).
Secondly, the current deduction amount of 25% was cal cul ated to be $839 on
average for returns filed in 1995, naking the average annual health

i nsurance prem um $3, 356 ($839 x 4). Third, the estimated nunber of
qualified taxpayers for 1995 was grown at 5% per year to yield 517,000
qualified taxpayers for 1999. Fourth, the insurance prem umwas grown at 7%
per year to yield an average $4,399 insurance premumfor 1999. Fifth, the
total deduction at 25%was cal cul ated to be $569 million for 1999 and the
amount deducted for health insurance prem uns on Schedul e A was cal cul at ed
to be $407 mllion, generating a total deduction anount under current |aw of
$976 million. At an average marginal tax rate of 4.5% (conputed by the PIT
m crosi mul ati on nodel for self-enployed individuals), the current |aw
revenue loss for 1999 is $44 mllion. Sixth, the total deduction was
calculated at 40% at a 4.5% marginal tax rate for 1999, generating a $41
mllion tax |l oss and the amount deducted for health insurance prem uns on
Schedul e A was calculated to be $15 nmillion, generating a total $56 million
tax loss. These steps resulted in a 1999 estinmate of an additional $12
mllion tax loss. Losses were grown to reflect a conbined annual growth of
5% (qual ified taxpayers) and 7% (prem uns) based on current historica

aver ages.

| SSUE #6: M ni mum Franchi se Tax

EFFECTI VE DATE

Except as provided on page two of this analysis, this provision would becone
ef fective upon enactnent and apply to certain mninumtax paynents for incone
years beginning on or after January 1, 1999.

LEG SLATI VE H STORY

AB 8, AB 27, SB 510, SB 842 (1997); SB 38 (Stats. 1996, Ch. 954), AB 546,

AB 3010, AB 3298, AB 3394 (1996); AB 647, AB 744, AB 1098 (1995); AB 411, AB 977,
AB 1721, AB 2886, AB 3807 (1993/94); AB 3506, SB 1453 (1992); AB 4275 (1989/90);
SB 572 (Stats. 1987, Ch. 1139); AB 1 (Stats. 1971, Ch. 1); AB 1175 (Stats. 1957,
Ch. 1127).
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PROGRAM HI STORY/ BACKGROUND

The m ni mum franchi se tax was established to ensure that all corporations pay at

| east a m ni num anmount of franchise tax for the privil ege of doing business in
this state, regardless of the corporation’s level of inconme (or loss). The

m ni mum franchi se tax has varied over the years. For incone years ending before
June 25, 1959, the mnimum franchi se tax was $25. For incone years ending after
June 25, 1959, and begi nning before January 1, 1972, the m ni mum franchi se tax
was $100. For incone years beginning after Decenber 31, 1971, and before January
1, 1987, the mninumfranchise tax was $200. For incone years beginning after
Decenber 31, 1986, and before January 1, 1989, the mninum franchi se tax was $300
(SB 572, Stats. 1987, Ch. 1139). This tax was increased to $600 for inconme years
begi nning on or after January 1, 1989, and before January 1, 1990, and to $800
for income years beginning on or after January 1, 1990. Beginning on January 1,
1997, *“qualified new corporations,” as defined, with estimated gross receipts of
less than $1 million are required to prepay a $600 mi ni mum franchise tax in lieu
of the $800 m ni num franchise tax. The mnimumfranchise tax is $25 for certain
gold and quicksilver mning corporations. Credit unions, certain nonprofit
cooperative associ ations, and donestic banks and corporations which have filed a
certificate of dissolution are not subject to the mninmumfranchi se tax.

Taxpayers are required to pay the mninmum franchise tax for their first taxable
year to the Secretary of State at the tinme they incorporate (California
corporation) or initially qualify (non-California corporation) with that office
to do business in this state. This initial paynent constitutes the taxpayer's
initial return. Because the taxpayer has no prior inconme year on which to
measure the tax, the only tax due for the first taxable year is the prepaid

m ni mum f ranchi se tax.

Prepaynent of the second year's mininumtax is due during the corporation’'s first
year. At the end of the first year, even if it is not a full 12 nonths,
taxpayers are required to conpute their franchise tax for the privilege of
conducting business during the second taxabl e year based on a neasurenent of the
first year's net incone. The taxpayer nust file a corporate franchise tax return
within two nonths and 15 days after the end of the first year and include paynent
of the taxes due for the second taxable year. The franchise tax for each
subsequent taxable year is conmputed based on a neasurenent of the preceding
year's net incone. Under the rules for paynment of estinmated taxes, four equal
paynments are to be made during the current year for the privilege of exercising a
corporate franchise in the subsequent year, but the first payment cannot be |ess
than the $800 mi ni mum t ax.

SPECI FI C FI NDI NGS

Under existing state |aw, every corporation that is organized or qualified to do
busi ness or is doing business in this state (whether organized in-state or out-
of -state) is subject to the mninmumfranchi se tax. Taxpayers nust pay the

m ni mum franchise tax only if it is nore than their neasured franchise tax. For
i ncone years beginning on or after January 1, 1998, only taxpayers whose net
incone is |l ess than approxi mately $9, 040 pay the m ni num franchi se tax because
their neasured tax would be | ess than $800 ($9,039 x 8.84% = $799).
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Exi sting state | aw provides that real estate nortgage investnment conduits

(REM Cs) are subject to and required to pay the m ninumfranchi se tax. Regul ated
i nvest ment conpanies (RICs) and real estate investnent trusts (REITs) organi zed
as corporations also are subject to and required to pay the m ni mum franchi se

t ax.

Exi sting state | aw requires nonprofit charitable organizations to file periodic
reports with the Attorney CGeneral. For any year that a nonprofit charitable
organi zation does not file with the Attorney General and the Attorney Cenera
notifies the departnment of this failure, the nonprofit charitable organization is
assessed and required to pay the m ninumfranchi se tax.

Under existing state law, the tax on limted partnerships (LPs), |limted
liability conpanies (LLCs), and limted liability partnerships (LLPs) is set at
$800 by reference to the anount provided in the mninmumfranchi se tax statute.

Exi sting state | aw provides a reduced m ni mum franchi se tax of $600 for
“qualified new corporations” with gross receipts, less returns and al | owances,
reportable to this state of less than $1 mllion. The reduced tax applies only
to the first taxable year conmencing on the date the corporation is incorporated
or registered with the Secretary of State.

Al so, existing state | aw provides that the determ nati on of whether a corporation
meets the gross receipts criterion is based on the aggregate gross receipts of
the nmenbers of a commonly controlled group. The |aw defines “gross receipts |ess
returns and all owances reportable to this state” as including both business and
non- busi ness recei pts.

The reduced m ni mum franchi se tax does not apply to any corporation if 50% or
nmore of its stock is owned by another corporation. |In addition, it does not
apply to certain entities such as limted partnerships, limted liability
compani es, and charitabl e corporations required to pay the mnimum franchi se tax
as aresult of failure to file with the Attorney CGeneral

The corporation pays an additional tax of $200 on the due date of its first
return, without regard to extension, if the corporation’s gross receipts exceed
$1 million or its tax liability exceeds $800.

This bill would reduce the prepaynment to the SOS for qualified new corporations
from $600 to $300 for the qualified new corporations that incorporated on or
after January 1, 1999.

This bill would reduce the m nimum franchise tax from $800 to $500 for the second
taxabl e year for corporations incorporated on or after January 1, 1999, with
gross receipts, less returns and all owances reportable to this state, of |ess
than $1 mllion for the year.

This bill would require a qualified new corporation to pay an additional tax of
$500 for its first taxable year or $300 for its second taxable year on the due
date of its tax return, without regard to extension, if the corporation’s first
or second taxable year gross receipts exceed $1 nmillion.

This bill would nodify the definition of “qualified new corporation” to include
only businesses that begin operation at or after the tinme of its incorporation.
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Further, “qualified new corporation” would not include any business that began
operation as a single proprietorship, a partnership, or any other form of
business prior to its incorporation. Thus, not all corporations that qualify for
t he $600 m ni mum franchi se tax under current |aw would continue to qualify for
the lower taxes provided in this bill.

This bill would specify that the reduced m ni num franchi se tax does not apply to
certain entities, including limted liability conpanies, limted liability
partnershi ps, and subsidiari es.

This bill also would not apply to any corporation that reorgani zed solely for the
pur pose of reducing its mninmumfranchi se tax.

| npl enent ati on Consi der ati ons

In addition to the inplementation considerations di scussed on pages two and
three of this analysis, this provision raises the follow ng inplenmentation
consi der ati ons:

This provision would not allow subsidiaries to be eligible for the reduced
m ni mum franchi se tax. The term “subsidiary” is not defined, which may | ead
to disputes between taxpayers and the departnent.

Qual i fying corporations that pay the $800 mi ni mum franchise tax as their
first estimate paynent for the second income year beginning on or after
January 1, 1999, but at the end of the year have gross receipts of

$1 million or less, would be eligible for a reduced m ni mumtax of $500.
Therefore, refunds would have to be sent to those taxpayers that overpaid
their mninum franchi se tax.

Al so, this provision specifies that only new banks or corporations that
begin operation at or after the time of incorporation would qualify as a
“qualified new corporation.” It may be difficult for the departnent to
verify whether each “qualified new corporation” had operated in another
business formprior to its incorporation.

Corporations with gross receipts of less than $1 million would pay the
reduced tax, while those with gross receipts which exceed $1 mllion woul d
pay the regular amobunt of mnimumtax. The bill is silent on taxpayers with
gross receipts of exactly $1 mllion.

This provision uses the term*®“single proprietorship.” It is unclear whether
“single proprietorship” should be interpreted to nean a "sole

proprietorship;" however, the departnent will interpret the statute to nean
a sole proprietorship

FI SCAL | MPACT

Depart nental Costs

This bill for qualified new corporations would provide two different anounts
for the prepaynment to the Secretary of State ($300), and the taxpayer’s

m ni num franchi se tax ($500) for its second incone year, thus resulting in
undet er mi ned program changes and additional refunds to qualifying taxpayers.
As a result, the departnental costs associated with the m nimum franchise
tax provisions of this bill cannot be determined at this tinme. However,
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except as discussed on page three of this analysis, the inpact is expected
to be noderate.

Tax Revenue Esti mate

Revenue | osses fromthis provision are estimated as foll ows:

Effective on or after January 1, 1999
($ In MIIlions)
1998-9 1999-0 2000-1 2001-2
(%4) ($11) ($11) ($11)

Thi s anal ysis does not consider the possible changes in enpl oynent, personal
i ncone, or gross state product that could result fromthis nmeasure.

Tax Revenue Di scussion

Revenue | osses under this provision would depend on the nunber of new y-
formed busi nesses that incorporate and have gross receipts, |less returns and
al l onances reportable to this state, of less than one mllion dollars in one
or two of its initial two years of doing business (counting the Secretary of
State fee as paynent for its initial year).

The total number of new incorporations projected for 1999 is 57,000. The
nunber qualifying as “newWy-forned” and with less than $1 mllion in gross
receipts is projected at 17, 540.



